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INTRODUCTION
Financial openness is achieved by removing impediments to cross-border flow of capital and financial services; by broadening and deepening of cross border financial ties and by removing less favorable treatment to foreign investors and foreign capital (Herrero and Wooldridge, 2007) . The cross border financial asset holdings that were less than half of world GDP by 1970s has reached to over 3 times of the world GDP by mid-2000s. Financial openness, according to standard economic theory, is assumed to provide lower cost of financing, efficient allocation of resources, international risk sharing, increase in investments, financial development and growth. The emerging market economies (EMEs) started to open their capital accounts after mid-1980s with the main aim of attracting capital to grow, following the globalization trend prevalent in the developed world.
Financial openness, in the mean time, increased the vulnerability of EMEs to financial crises mainly through sudden stops, capital flow reversals and contagion which created "liquidity constraints" in the host country due to "flight to quality (liquidity)" and impaired growth. The pro-cyclical "capital flow bonanzas" driven by the scarcity of capital and high remuneration in EMEs due to their catching up process has been the major culprit of the boom and bust cycles particularly in East Asia in 1997 , Russia in 1998 and in Turkey, Argentina, Brazil in 2001 and 2002 . The recent global financial turmoil has also led EMEs to face "sudden stops" due to deleveraging of positions in advanced countries.
There is no consensus on whether the risks of increased financial integration in terms of more volatility introduced, outweigh the benefits. The openness-growth nexus also provide inconclusive results for the EMEs. However, financial development level is considered as an important indicator for the cost-benefits trade-off from financial openness. Financial development is measured by the size, depth, access, efficiency and stability of the markets, intermediaries, assets, institutions and regulations of the financial system (Roubini and Bilodeau, 2009 ). The impact of financial openness on financial development is important as financial development is empirically proven to drive growth, both in the developed world and in the developing (i.e. King and Levine, 1993; Levine, 2004; Soukhakian, 2007; Katırcıoğlu, Kahyalar and Benar, 2007) .
The first steps of financial liberalization started by 1980 in Turkey with the structural adjustment program that aimed financial liberalization besides export-led growth. The period then after is marked by deregulation of financial markets, trade liberalization, de jure 2 The aim of this paper is to investigate the impact of financial openness on the financial development, growth and output volatility of Turkey. To that end, the paper employs the bounds test for cointegration, to search if financial openness is in a long run equilibrium relationship with financial development, growth and output volatility. On the other hand, Granger causality tests are employed to investigate the direction of causality between financial openness and financial development, growth and output volatility in Turkey. capital account liberalization, establishment of organized money, foreign exchange and stock exchange markets, followed by a final step of capital account liberalization with Decree No.32, in 1989 (Esen, 2000 . Yet, the first financial crisis that hit Turkey after the financial openness was in 1994. 1998 was also a drastic year due to contagious effects of the crises in East Asia and Russia. However, the most devastating crisis, due also to the existing distortions and weak institutional settings, was in 2001 in Turkey. The period after 2002 is marked with banking sector restructuring, more stable economic outlook in line with the global developments and high FDI inflows until the global financial crisis. On the other hand, Turkey has developing financial markets, with total financial assets of 130% of its GDP and ranks 44 th amongst 54 countries as of 2007, in the Financial Development Index of Roubini and Bilodeau (2009) . The securitization and derivatives markets are almost inexistent and the private bond issuances, which are detrimental for financial development, account for 0.1% of Turkey's GDP (Beck and Demirgüç -Kunt, 2009 ); whereas 70% of the Turkish stock exchange market shares belongs to foreigners.
The paper is motivated, to the best knowledge of the author, by the following voids in the literature: First, the inconclusiveness on the openness -growth nexus necessitates the topic to be scrutinized on the country level. Second, this paper investigates the long-run relationship and direction of causality between financial openness and financial development and also between financial openness and volatility that have not been researched so far for Turkey. Last but not least, this paper investigates the relation between financial openness and financial development, growth and output volatility by employing Bounds test for cointegration within the ARDL (Autoregressive Distributed Lag) modeling approach.
The rest of the paper unfolds as follows: Section 2 reviews the literature. Section 3 describes the data and the methodology for the empirical analyses. Section 4 discusses the empirical results. Section 5 comments on policy implications and concludes.
LITERATURE REVIEW
The empirical literature on the drivers of financial openness generally point out to trade openness, financial development level and economic growth. To cite only a few; Vo and Daly (2007) in their analysis of 79 developed and developing countries for 1980 -2003 find that international financial integration has a positive relationship with rich and well-educated countries, trade openness, financial development level, soundness of the banking system and economic growth and a negative relationship with capital control measures, inflation and taxes. Lane and Milesi-Ferretti (2008) empirically prove that international financial integration is strongly and positively correlated with financial development, being a financial centre, economic growth and lower home bias; positively but not as strongly correlated with trade.
The literature on openness-growth nexus is rich, albeit inconclusive.
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For the effect of financial openness on volatility, Frankel and Cavallo (2004) find that financial openness has insignificant and negative relationship with sudden stops, whereas Calvo, Izquierdo and Mejia (2004) find a positive relationship. Edwards (2007) finds that financial openness has a negligible positive impact on the probability of "capital flow contractions" (CFC) Edwards (2001) , by employing Quinn index, proves that financial globalization enhances growth in countries that are financially developed. Aizenman, Pinto and Radziwill (2007) show that no evidence of growth is associated with increases in the share of portfolio investments in developing countries. Prasad, Rajan and Subramanian (2007) also confirm a negative relationship between growth and foreign capital. Butkiewicz and Yanıkkaya (2008) provide, however, evidence that FDI and equity flows have a positive effect on growth both in developed and developing countries; whereas volatile short term flows hinder growth and that capital account liberalization enhances growth especially in developed countries. Yet, Gamra (2009) demonstrates that domestic financial liberalization has a positive, stock market openness has an insignificant, capital account liberalization has a strong negative, full liberalization has a negative whereas partial liberalization has a positive impact on growth. Rodrik and Subramanian (2009) suggest, on the other hand, that if FDI is accompanied by capital inflows then the distinction between the two becomes less important due to the exchange rate appreciation they both introduce. Edwards (2007) claim that the difficulties in measuring the level of capital mobility caused unhealthy empirical results. Schindler (2009) advocates that the reason for inconclusiveness is the scarcity of de jure financial globalization indexes which are under the control of policymakers. Butkiewicz and Yanıkkaya (2008) attribute the inconclusiveness to the measurement of short and long-term capital flows together. whereas a higher FDI to GDP ratio has a negative impact on CFC. On the other hand, Nicolo and Juvenal (2010) empirically demonstrate that advances in financial integration from 1985 to 2009 had a positive relationship with financial development, equity market liquidity, higher growth, lower growth volatility and lower probability of risk both in advanced countries and EMEs. Umutlu, Akdeniz and Altay-Salih (2010) also document a negative relationship between financial openness and aggregated stock exchange volatility and assert that to decrease volatility; the investor base should be broadened in stock exchange markets. Aizenman, Chinn and Ito (2010) find that high levels of financial openness, when only coupled with high levels of financial development reduces output volatility in EMEs but developing countries which are net receivers of hot money, in the form of cross country bank lending or portfolio flows, experience high output volatility.
For the relationship between financial openness and financial development, Baltagi, Demetriades and Hook (2009) find that in lower income countries, the marginal impact of financial openness on financial development is high, whereas financial development through additional financial integration in already open ones is proved to be limited. Baltagi, Demetriades and Hook (2009) empirically demonstrate that banking sector development has a positive relationship with financial openness and with trade openness, independently, both for developing and industrialized countries. Their result partially contradicts Rajan and Zingales (2003) who suggest that for financial development, both financial openness and trade openness are prerequisites due mainly to political economy reasons.
On the other hand, some empirical studies provide evidence that host countries must be at a certain development level to benefit from financial openness. Mishkin (2006) suggests that there are prerequisites to be able to reap the benefits of financial globalization, including developing strong property rights, improving corporate governance, reducing corruption, strengthening the legal system. However, the response of Rodrik and Subramanian (2009) to this argument is that; the developing countries that manage successfully these reforms will no more be poor and financial globalization would then be dispensable. Yet, a new literature on financial openness suggests that the indirect benefits of financial openness are more important than the inconclusive growth enhancing role of financial openness. Köse, Prasad, Rogoff and Wei (2009) argue that financial globalization have collateral-benefits, in other words indirect effects like financial development, institutional development and macroeconomic discipline. Furthermore Köse, Prasad, Taylor (2010) claim that countries can reduce the risks of financial openness and reap these indirect benefits only after reaching a certain quantifiable threshold level of financial and institutional development, which are lower for FDI and portfolio equity liabilities but higher for debt liabilities. Köse et al. (2010) empirically provide evidence for certain quantifiable threshold levels after the breach of which, the merits of financial openness in terms of growth and the cost-benefit trade-off from financial openness improves considerably.
For Turkey, Katırcıoğlu (2009) investigates the long-run equilibrium relationship and the direction of causality between FDI inflows and real GDP by employing ARDL bounds testing approach and Granger causality tests. Results of the empirical analysis for the period of 1970 -2005 suggest the existence of cointegration only when FDI inflows are the dependent variable and unidirectional causality that runs from real GDP growth to FDI inflows in Turkey. Klasra (2011) This study is different from the existing literature on Turkey in three respects: First, the existing literature investigates only the relationship between financial openness and growth, whereas this study investigates the impact of financial openness on financial development, growth and output volatility. Second, this study investigates financial openness by taking into account FDI inflows, FDI outflows and net portfolio investments; whereas Katırcıoğlu (2009) and Ilgun et al. (2010) concentrates only on FDI inflows and Klasra (2011) only on FDI. Yet, their empirical findings lend support to the findings of this study. Third, this study is different from Özdemir and Erbil (2008) as it employs ARDL bounds testing for level relationship and Granger causality for direction of causality between financial openness and growth.
The inconclusiveness in the literature on the openness -growth nexus as well as the importance of the relationship between financial openness and volatility and between financial openness and financial development render the empirical scrutiny of a country level analysis indispensable for Turkey.
DATA AND METHODOLOGY
The paper employs annual data covering the period from 1980 to 2008. The data source for all the variables employed is the World Development Indicators (WDI, 2010). Financial openness (FO) is calculated as the sum of net inflows, FDI net outflows and net portfolio investments to GDP. For financial development (FDP), M2/ GDP is used which stands for the ratio of liquid liabilities (currency, demand and interest bearing liabilities of banks and other financial intermediaries) to GDP. FDP is a measure of the overall size of the financial intermediary sector and is used as a traditional indicator of financial depth since the seminal work of King and Levine (1993) . Real gross domestic product (GDP) is used to proxy for growth. For output volatility (V-GDP), the 5 year rolling standard deviation of real GDP growth rate is calculated as also employed by Jalil, Ma and Naveed Then, the bounds test for cointegration within the Autoregressive Distributed Lag (ARDL) modeling approach developed by Pesaran, Shin and Smith (2001) is employed to investigate if FO is in a long-run relationship with FDP, GDP and v-GDP. The ARDL modeling approach can be employed irrespective of whether regressors are purely I (0), purely I (1) or mutually co-integrated. The ARDL modeling approach involves estimating the following error correction models:
The integration level is searched to verify that the variables are not integrated of order two, I (2).
(1) (2)
In equations 1 and 2, ∆ is the difference operator; and are serially independent random errors with mean zero and finite covariance matrix. In the above equation with as the dependent variable, the null hypothesis of no cointegration is : = =
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The PP unit root test is applied besides ADF as it computes a residual variance that is robust to autocorrelation. 6 Formatting and styles of equations and tables 1 to 4 and even some notations heavily draw from the various publications of Katırcıoğlu, S.T. (i.e. Katircioglu and Yorucu 2010) who, amongst his other publications, created an extensive literature on Bounds testing for cointegration. 
In equations (3) and (4), symbolizes the difference operator and L symbolizes the lag operator where (L)
On the other hand, and are serially independent random errors with mean zero and finite covariance matrix.
is the lagged error correction term derived from the long-run cointegration model. For Granger causality under VECM, the F and t-test statistics for in equation 4 should be statistically significant to infer causality from Y to X. In the case of VAR in equation 3, the statistical significance of only the F test is enough to infer short-run Granger causality from X to Y. Table 1 illustrates ADF and PP unit root test results for FO, FDP, GDP and v-GDP. FO is stationary at level, or in other words, integrated of order zero, I (0). FDP, GDP and v-GDP are stationary at first differences, I (1) according to both the ADF and the PP tests.
RESULTS AND DISCUSSIONS
As the second step, the bounds test within the ARDL modeling approach is applied irrespective of whether regressors are purely I (0), purely I (1) or mutually co-integrated, to investigate if FO is in a long run equilibrium relationship with FDP, GDP and v-GDP. Table 2 depicts the critical values for F and t statistics that are taken from Pesaran et al. (2001) . The calculated F-statistics value is compared with two sets of critical values estimated by Pesaran et al. (2001) , one assuming that all variables are I(0) and the other assuming that they are all I(1) . Table 3 demonstrates the results of the bounds test for cointegration for each pair of dependent variable and its regressor for three different scenarios of Pesaran et al. (2001) . FIII is the first scenario without deterministic trends and unrestricted intercepts. FIV is with restricted deterministic trends and unrestricted intercepts. Finally, FV is the scenario with unrestricted deterministic trends and unrestricted intercepts.
Results in Table 3 depict that the application of the bounds -test using ARDL modeling approach suggests the existence of long-run equilibrium relationships asstatistics exceed the upper critical value and the null hypotheses of : = = 0 and of : = = 0 are rejected at 0.10, 0.05 or 0.01 levels except for the cases when FDP and v-GDP are the dependent variables. There is a long-run equilibrium relationship between each pair of dependent variable and its regressor, with the above
exceptions. Yet, the results of the bounds test for cointegration under the ARDL approach reveal that financial openness is in a long-run equilibrium relationship with financial development, real GDP growth and output volatility in Turkey. The result from the application of the bounds t-test of each ARDL model also shows that trend restrictions may be imposed in (FO/FDP), (FO/GDP) and (FO/v-GDP) relationships according to the significance of the t-statistics.
As the last step, the Granger causality tests are run under the VECM for the cointegrated variables and under the VAR model for variables that are not cointegrated, to search for the direction of causality. The Granger causality tests are run for up to 3 lags to ensure that the results are not sensitive to lag length choice as suggested by Pindyck and Rubinfeld, (1991) . Results of the VECM under ARDL in Table 4 suggest unidirectional causality from FDP to FO. Whereas, results of the VAR model in Table 4 suggests short-run causality running from FO to v-GDP.
CONCLUDING REMARKS AND POLICY IMPLICATIONS
This study investigates the impact of financial openness on financial development, growth and output volatility in an EME that started financial globalization by mid-1980s and lived through recurrent financial crisis particularly since mid-1990s. This analysis is even more important today because the global financial crisis refueled the debate on the costs and merits of financial openness. Results of the bounds test reveal that financial openness is in a long run equilibrium relationship with financial development, growth and output volatility in Turkey. Granger causality tests, on the other hand, disclose the existence of unidirectional causality running from financial development to financial openness in the long run and from financial openness to output volatility in the short run. Yet, no Granger causality is detected neither from financial openness to growth nor from financial openness to financial development in Turkey.
The findings of this study call for more conscientious and proactive monetary and fiscal policy design for financial openness and further development of financial markets in Turkey. First, it seems that the Central Bank of Turkey should implement even more proactive monetary policy measures to dampen the output volatility induced by the non growth enhancing short term portfolio investment inflows. Second, it seems that for financial openness to impact growth positively, fiscal incentives should be introduced i.e. to encourage that the profits of FDIs are kept in Turkey for certain durations rather than their immediate transfer back to the home countries. Third, it seems that incentives should be introduced in line with the suggestions of Umutlu et al. (2010) to broaden the investor base in the Turkish financial markets to dampen the volatility stimulated by financial openness. Fourth, it seems that it should be spotted by the policy makers that Turkey needs to have more developed financial markets particularly due to the empirical findings of Köse et al. (2010) , who assert that a certain threshold level of financial development is necessary for financial openness to impact the growth of a country positively. To that end, fiscal incentives may be introduced to limit the increasing shares of local currency denominated domestic public debt in Turkish banks' portfolios that negatively affect financial development (Ersoy, 2011) . Last but not least, the only long run causality detected in this study shows that the level of financial development attained after opening up of the financial markets stimulates FDI and net portfolio investment inflows to Turkey. This is important as Turkey is a capital constraint country. Yet, the second causality detected in this study that runs in the short term from financial openness to output volatility should be recognized as the cost of these financial inflows that replace for savings in Turkey. Note: τ T represents the model with a drift and trend; τ µ is the model with a drift and without trend; τ is the model without a drift and trend. Lag lengths are chosen by Schwarz Information Criterion (SIC).
ANNEX:
*, ** and *** denote rejection of the null hypothesis at 1%, 5% and 10% levels respectively. 
